Introduction {#Sec1}
============

The prospective payment system (PPS) is commonly used to reimburse hospitals across Organisation for Economic Co-operation and Development (OECD) countries \[[@CR1]\]. It is built on a patient classification system that categorises patients into resource homogeneous groups, with each hospital receiving a fixed pre-determined tariff for every patient falling into a given group. This generates incentives for hospitals to contain costs.

In its purest form, a PPS reimburses hospitals only on the basis of the volume and type of patients treated, without taking organisational characteristics into account. Under the German PPS, for example, tariffs do not depend on the hospital's ownership status or membership to the national insurance programme \[[@CR2]\]. In contrast, other PPSs do consider organisational characteristics. In the French PPS, for instance, prices differ for public and private hospitals \[[@CR3]\]. In some countries, the PPS provides greater compensation to allow for the costs of specialist care. An example is the PPS of the Lombardy region in Italy, which applies a tariff top-up to all hospitals with 'high specialisation' units \[[@CR4]\]. In England, hospitals are paid extra if their patients receive specialised care \[[@CR5]\].

Some health care systems feature hospitals that specialise in a single specialty, such as cardiology, ophthalmology, or orthopaedics.[1](#Fn1){ref-type="fn"} Specialisation is an organisational form which is supposed to generate the benefits of the 'focused factory', i.e., greater efficiency, quality, and responsiveness \[[@CR12]--[@CR14]\] but not necessarily lower costs. In the US, the Medicare Payment Advisory Commission showed that the costs of specialist hospitals were no lower than the costs of general hospitals. While cardiac hospitals' costs were not significantly different from general hospitals', orthopaedic and surgical hospitals had 20% higher inpatient costs. Higher costs were due to more specialised and costly facilities, higher staffing levels, better quality of care, but also excess capacity and low inpatient volumes \[[@CR15], [@CR16]\].

Such findings have stimulated empirical research on specialist hospitals' costs. Barro et al. \[[@CR17]\] study the impact of specialist cardiac hospitals on overall expenditure and quality in the US between 1996 and 1999. They find that entry of specialist hospitals reduces expenditure growth without affecting outcomes. Carey et al. \[[@CR18]\] investigate the cost efficiency of US specialist hospitals between 1998 and 2004. They find higher levels of inefficiency in orthopaedic and surgical hospitals compared to general hospitals. Kim et al. \[[@CR9]\] analyse South Korean specialty orthopaedic hospitals between 2010 and 2012, which are found to apply higher patients' charges than general hospitals. The authors suggest that such higher charges are due to greater set-up, investment, staffing, and treatment costs.

The present study contributes to this small empirical literature. We investigate the financial viability of specialist orthopaedic hospitals relative to trauma and orthopaedics (T&O) departments in general hospitals in the English National Health Service (NHS). Our primary objective is to test whether costs of specialist orthopaedic hospitals are higher than T&O departments in general hospitals even after accounting for differences in revenues. In other words, we test whether the current PPS covers the costs of specialist orthopaedic hospitals relative to T&O departments in general hospitals.

In England, the majority of hospitals are funded through the national tariff payment system (NTPS).[2](#Fn2){ref-type="fn"} The NTPS is characterised by two key elements: the healthcare resource groups (HRGs), which classify patients into homogeneous categories based on diagnoses, procedures and some patients characteristics \[[@CR3]\]; and the tariffs, which vary by HRG and admission type (elective or non-elective) and reflect the national cost for an HRG averaged across all hospitals \[[@CR20]\]. An additional payment for excess bed days is made for patients whose length of stay is beyond a threshold, called the trim point, which also varies by HRG and admission type.[3](#Fn3){ref-type="fn"} Both the base and excess bed day tariffs are adjusted by the market forces factor (MFF) index to account for exogenous geographical differences in input prices \[[@CR21]\]. Tariffs are inflated if the patient receives specialised services under specific HRGs \[[@CR5]\].[4](#Fn4){ref-type="fn"} With such a payment system, specialist hospitals are likely to obtain higher revenues owing to the greater proportion of patients within an HRG who receive a specialised service.

We collect data at HRG level from the NHS reference cost (RC) database for the financial year 2013/14. Such data allow us to analyse the unit cost per patient of every inpatient HRG delivered through the T&O department of each hospital trust (hospital from now on) in the sample.[5](#Fn5){ref-type="fn"} Our econometric strategy employs four regressions. The first regression provides raw differences in unit costs between specialist orthopaedic hospitals and T&O departments. In a second regression, we compare unit costs after controlling for differential payments (due to different HRGs and other tariff corrections). This is our key model and provides differences in profit margins between the two types of hospital: given that HRG tariffs are fixed, any differences in unit costs after controlling for differences in payment will be reflected in the profit margin. In the third regression, we explain any differences in profit margins (i.e., in costs after controlling for payment) as a function of possible determinants including patient characteristics such as proportion of males, age, socio-economic status, number of diagnoses and procedures, and hospital characteristics such as the salary of doctors, hospital type, scale economies, quality, and geographical location. Our fourth regression examines the heterogeneity in profit margins across specialist hospitals. We estimate these models by weighted least squares (WLS), clustering standard errors within hospitals.

The English NHS includes 141 general hospitals with a T&O department and three specialist orthopaedic hospitals. Although there are few specialist orthopaedic hospitals, they play an important role in the English NHS. They deliver high proportions of specialised services, commonly low-volume but high-cost treatments for patients with complex and rare conditions. Specialist orthopaedic hospitals therefore allow the achievement of a critical mass of clinical expertise to ensure patients receive specialised treatments that produce better health outcomes \[[@CR22]\]. For instance, they provide 90% of bone and soft tissue sarcoma surgeries, and 50% of scoliosis treatments. They also perform high proportions of more common, corrective procedures, such as 50% of revision knee replacements and 20% of revision hip replacements \[[@CR23]\]. We focus on specialist orthopaedic hospitals because T&O is the specialty with the fourth highest volume of patients, after general medicine, general surgery, and paediatrics. In 2013, 6.7% of all NHS patients were treated in a T&O department.

To the best of our knowledge, this is one of the first attempts to study differences in profit margins between specialist hospitals and departments within general hospitals undertaking similar activities. Previous work focuses on either costs \[e.g., \[[@CR16]\] \] or revenues \[e.g., \[[@CR9]\] \]. Our analysis is at the HRG level, rather than patient level, making use of cost data that all English hospitals are required to report annually to the Department of Health (DH). This is a natural choice since payment is also at the HRG level and our focus is on controlling for differences in payment across hospital types. As cost data are available only at HRG-level in most countries, our methodological approach can easily be employed and replicated in future studies, either to compare specialist and general hospitals, or to make other types of comparison, such as between teaching and non-teaching hospitals.

In the next four sections of the paper, respectively, we provide the economic framework, describe the econometric strategy, illustrate the data and some descriptive statistics, and present the results. The final section discusses and concludes.

Economic framework {#Sec2}
==================
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The total cost of hospital *k* for providing HRG *j* is:$$\documentclass[12pt]{minimal}
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Therefore, the total profit function of hospital *k* for providing HRG *j* is:$$\documentclass[12pt]{minimal}
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The profit margin, i.e., the profit per patient allocated to HRG *j* in hospital *k*, can be written as:$$\documentclass[12pt]{minimal}
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                \begin{document}$$p_{jk}^{\text{EB}} \left( {1 + te_{jk} } \right) - c_{jk}^{\text{EB}}$$\end{document}$ is the *per diem* profit margin of hospital *k* for each excess bed day produced under HRG *j*. As prices are fixed, this simply demonstrates that profitability will vary according to differences in costs that are not accounted for in the payment arrangement.[7](#Fn7){ref-type="fn"}

Several factors driving hospital unit costs may also explain differences between specialist and general hospitals. Following Bradford et al. \[[@CR24]\], we summarise these in the following function:$$\documentclass[12pt]{minimal}
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                \begin{document}$$\varvec{z}_{k}$$\end{document}$ is a vector of hospital characteristics, such as input prices that are not captured fully by the market forces adjustment, teaching activity, or economies of scale. For instance, specialist hospitals are likely to employ surgeons with advanced expertise that are paid higher salaries, and to use more costly high-tech equipment. A high level of specialisation is likely to produce high quality of care and, perhaps, higher costs. Specialist hospitals might attract higher volumes of patients, which may allow them to exploit economies of scale but could translate into larger proportions of complex patients requiring a more intensive use of resources. Below, in our empirical analysis, we are able to control for a number of such explanatory factors.

Econometric specification {#Sec3}
=========================

We focus on four key specifications. The dependent variable is the log of the *inlier* unit cost ($\documentclass[12pt]{minimal}
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                \begin{document}$$q_{jk}$$\end{document}$) of every HRG within each hospital. Moreover, we cluster standard errors within hospitals in order to allow for any form of serial correlation of errors across HRGs.

In the first regression, model I, we test whether unit costs are on average higher in specialist orthopaedic hospitals before accounting for any differences in payments across hospitals:$$\documentclass[12pt]{minimal}
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                \begin{document}$$\tilde{\beta } > 0$$\end{document}$, which implies higher unit costs in specialist orthopaedic hospitals. This, however, does not necessarily imply that specialist orthopaedic hospitals have lower profit margins because no account is taken of hospital revenue. Specialist orthopaedic hospitals may provide more expensive treatments that are fully compensated by a higher HRG tariff.

Our second and main econometric specification, model II, accounts for differences in payments across specialist orthopaedic hospitals and T&O departments:$$\documentclass[12pt]{minimal}
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                \begin{document}$$\alpha_{j}$$\end{document}$ indicates a set of HRG fixed effects that controls for differences in average cost for each HRG; in turn, this controls for the fixed prices at HRG level, which are based on the average cost within each HRG.

This specification compares unit costs across specialist orthopaedic hospitals and T&O departments, after differences in the MFF and specialist top-up payments are taken into account. The tariffs are subtracted through the HRG fixed effects, i.e., a dummy variable for each HRG *j*. The estimated coefficient of every HRG dummy captures the average unit cost of the corresponding HRG category. Suppose again that $\documentclass[12pt]{minimal}
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                \begin{document}$$\hat{\beta }$$\end{document}$ in model II). This result now implies that specialist orthopaedic hospitals exhibit lower profit margins compared with T&O departments.

If we find that specialist orthopaedic hospitals are less financially viable, the finding could be due to a number of competing reasons, which we account for in our model III. Following common practice \[e.g., [@CR27], [@CR28]\], this model controls for patient and hospital characteristics that may explain differences in unit costs in addition to differences in payments and, therefore, profitability:$$\documentclass[12pt]{minimal}
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                \begin{document}$$\varvec{x}_{jk}$$\end{document}$ is a vector of patient characteristics measured at HRG level namely the proportion of males, average age, average socio-economic status, average number of diagnoses, and procedures; and $\documentclass[12pt]{minimal}
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                \begin{document}$$\varvec{z}_{k}$$\end{document}$ is a vector of hospital characteristics such as doctor salaries, a dummy indicating whether the hospital is teaching hospital or a foundation trust, size dummies calculated using the number of T&O beds to capture potential economies of scale, the average patient outcomes for hip and knee replacement as measure of quality, and regional dummies to allow for residual geographical differences not captured by other adjustments.
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                \begin{document}$$\hat{\beta }$$\end{document}$ in model II provides an average effect across specialist orthopaedic hospitals. There may be heterogeneity in terms of their financial position, with some exhibiting lower deficits and others higher surpluses. To explore such heterogeneity, as a sensitivity analysis, we estimate the following model IV, which includes hospital fixed effects and directly standardises unit costs ($\documentclass[12pt]{minimal}
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In this specification, the specialist orthopaedic hospital dummy ($\documentclass[12pt]{minimal}
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                \begin{document}$$\varvec{\beta}$$\end{document}$ is now a vector including *k* coefficients, one for each hospital dummy: for instance, if $\documentclass[12pt]{minimal}
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                \begin{document}$$\hat{\beta }_{k} > 0$$\end{document}$ then the provision of trauma and orthopaedic services in hospital *k* implies lower profit margins relative to the average hospital. We directly standardise unit costs ($\documentclass[12pt]{minimal}
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                \begin{document}$$m_{k}$$\end{document}$) would be perfectly collinear with hospital dummies ($\documentclass[12pt]{minimal}
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                \begin{document}$$\varvec{h}_{k}$$\end{document}$) if added as an additional control variable.

All regression models are estimated separately for *inlier* and *per diem* unit costs because the HRG price is computed separately for *inlier* and *excess bed day* activity. For each model, we obtain the *inlier* and *per diem* estimates of $\documentclass[12pt]{minimal}
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                \begin{document}$$\beta$$\end{document}$, which are then used to compute an *overall* measure of cost (for model I) or profitability (for models II, III, and IV). For instance, consider our key model II in Eq. ([10](#Equ10){ref-type=""}), which estimates the percentage difference in *inlier* or *per diem* profit margins between specialist orthopaedic hospitals and T&O departments. The percentage difference in *overall* profit margin per patient treated between specialist orthopaedics hospitals and T&O departments, after allowing for differences in unit costs of excess bed days, can be written as:$$\documentclass[12pt]{minimal}
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                \begin{document}$$\bar{\pi }_{\text{g}} - \bar{\pi }_{\text{s}}$$\end{document}$ is the difference in profit averaged across HRGs and hospitals between T&O departments and specialist orthopaedic hospitals, expressed as a percentage of the T&O departments' total cost averaged across HRGs and hospitals, $\documentclass[12pt]{minimal}
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                \begin{document}$$\bar{q}$$\end{document}$ are the average volume of patients and the average number of excess bed days, respectively.[9](#Fn9){ref-type="fn"} Standard errors of the *overall* estimates are bootstrapped using 1000 replications.

Data {#Sec4}
====

Our primary source of data is the RC database for the financial year 2013/14. For every admission type of every single inpatient HRG, each hospital annually reports information on *inlier* unit costs, *per diem* unit costs, number of patients, and excess bed days.

Hospitals follow a standard process in calculating unit costs by applying the rules set out in the NHS costing manual, which establishes three basic principles \[[@CR29]\]: first, costs capture the full cost of the services delivered, so that they can be reconciled back to the original aggregated costs in the accounts; second, costs are preferably allocated through direct imputation rather than through apportionment; and third, costs rigorously match the services generating them. The costing process consists of a top-down approach that, in the first instance, groups total costs into: costs that are directly attributable to patients (e.g., doctors, nurses, drugs); costs that are only indirectly linked to patients and that are identified on an activity basis (e.g., linen, catering); and overhead costs that are not related to patients (e.g., senior managers, administrative employees). Such costs are then attributed to macro-areas of treatment and support services (e.g., pharmacy, building maintenance), to hospital specialties (e.g., general surgery, orthopaedics), to wards, and finally to HRGs. Costs are further split by admission type such as non-elective (short or long), elective, and day case.[10](#Fn10){ref-type="fn"} Cost data are audited and must comply with validation rules to assure their accuracy, which is fundamental for the calculation of the national tariffs \[[@CR30]\].

Our sample for the analysis of *inlier* unit costs consists of 79,096 observations across 1284 HRGs and 134 hospitals.[11](#Fn11){ref-type="fn"} Of these observations, 14,181 refer to day case treatment, 18,170 to elective care, 19,532 are short-stay non-elective care, and 27,186 are long-stay non-elective care. The sample for the analysis of *per diem* unit costs comprises 16,098 observations, of which 4087 are elective and 12,011 are non-elective.

For every HRG in each hospital, we calculate the proportion of patients who receive specialised orthopaedic services, the proportion of male patients, average patient age, average socio-economic status, average number of diagnoses, and procedures using data summarised from patient-level information in the HES \[[@CR31]\].[12](#Fn12){ref-type="fn"} We collect several variables measured at hospital level, most of which are from the Health and Social Care Information Centre (HSCIC; since renamed NHS Digital): a dummy variable for specialist orthopaedic hospitals, teaching hospitals, and foundation trusts; the average salary of doctors employed in the T&O specialty;[13](#Fn13){ref-type="fn"} and regional dummies. The HSCIC also provides Patient Reported Outcome Measures (PROMs) including, for each hospital, the average health change of patients undergoing hip and knee replacement \[[@CR32], [@CR33]\]. PROMs measure the patients' quality of life through the EQ-5D health-status questionnaire before and 6 months after their surgery. Hence, the health change is the difference between the post and pre-surgery EQ-5D scores, and it is estimated through a risk-adjustment methodology that takes account of patient characteristics and factors beyond hospitals' control \[[@CR34]\].[14](#Fn14){ref-type="fn"} Using data from the NHS statistics, we construct dummies related to the size of the T&O department (small, medium, large, and very large), which are defined on the quartiles of the T&O beds distribution of all hospitals. Finally, the RC database reports the MFF index.

Descriptive statistics {#Sec5}
----------------------

Figure [1](#Fig1){ref-type="fig"} illustrates that the distribution of *inlier* and *per diem* unit costs substantially departs from normality when in natural units, while it is approximately normal after taking the log. Table [1](#Tab1){ref-type="table"} contains descriptive statistics of the variables measured at HRG level for the sample with observations of all admission types.[15](#Fn15){ref-type="fn"} Our sample includes the three specialist orthopaedic hospitals and 131 T&O departments in general hospitals. Specialist orthopaedic hospitals have on average higher *inlier* unit costs than T&O departments (£5196 vs. £2987) and a higher number of patients per HRG (20 vs. 12). The proportion of patients receiving specialised services is higher in specialist orthopaedic hospitals (1.1%) than T&O departments (0.1%). 49% of patients are male in both specialist orthopaedic hospitals and T&O departments, while patients in specialist orthopaedic hospitals are on average 8 years younger (47 vs. 55) and better-off (deprivation index greater by 2%). Specialist orthopaedic hospitals record about the same number of diagnoses (5) for their average patient but provide one more procedure (4 vs. 3) than T&O departments.Fig. 1Distribution of *inlier* and *per diem* unit costs in natural units and logsTable 1Descriptive statistics of variables measured at HRG levelVariable at HRG levelAll hospitalsSpecialist hospitalsGeneral hospitalsMeanSDMinMaxMeanSDMinMaxMeanSDMinMaxInlier Inlier unit cost3031348422129,41951968555173129,419298732872278,447 Number of patients (FCEs)12.237.41162220.357.7164412.136.911622 Number of specialised services0.050.730550.664.230550.040.42026 Proportion of specialised services (%)0.11.70.0100.01.16.10.069.20.11.50.0100.0 Proportion of males (%)49.119.60.0100.049.224.30.0100.049.119.50.0100.0 Age54.718.90.097.047.417.41.090.054.818.90.097.0 Deprivation index15,96948891232,47416,296436519432,41715,96348991232,474 Number of diagnoses4.9692.6551204.7332.5111134.9742.657120 Number of procedures3.0792.1080244.1182.1580123.0582.102024 Number of HRGs12844151272 Observations79,069156477,505Excess bed day Per diem unit cost3054742054,42246528676554,422301188209499 Number of excess bed days22.235.5171544.881.8171521.733.41538 Number of specialised services0.111.310551.957.560550.070.56026 Proportion of specialised services (%)0.22.00.069.22.79.60.069.20.11.30.045.6 Proportion of males (%)46.816.20.0100.047.518.10.0100.046.816.20.0100.0 Age57.815.70.197.049.216.27.990.058.015.60.197.0 Deprivation index16,047456420132,26816,4993636142831,66416,036458320132,268 Number of diagnoses5.0962.5351204.9062.5012135.1002.536120 Number of procedures3.1602.0960244.3782.2650123.1312.084024 Number of HRGs675183662 Observations16,09837315,725

The lower part of Table [1](#Tab1){ref-type="table"} also provides descriptive statistics for excess bed days. *Per diem* unit costs are on average higher in specialist orthopaedic hospitals (£465) than in T&O departments (£301). There are on average 22 excess bed days per HRG, but many more in the specialist orthopaedic hospitals (45) than in T&O departments (22). The proportion of patients receiving specialised services with a *per diem* unit cost is also higher in specialist orthopaedic hospitals (2.7% vs. 0.1%). Similarly, the proportion of male patients with a long length of stay in specialist hospitals is slightly greater than in T&O departments (47.5% vs. 46.8%). Long-stay patients are 9 years younger (49 vs. 58), better-off (deprivation index greater by 3%), and have the same number of diagnoses (5) but one more procedure (4 vs. 3) in specialist orthopaedic hospitals compared to T&O departments.

Table [2](#Tab2){ref-type="table"} illustrates descriptive statistics of the variables measured at hospital level. 24 (17.9%) trusts are teaching hospitals, and 80 (59.7%) hospitals have foundation status. Two of the specialist orthopaedic hospitals are foundation trusts but none is a teaching hospital. 15 hospitals are in the London region, one of which is specialised. The remaining two specialist orthopaedic hospitals are located in the West Midlands region, which includes 14 other general hospitals. The regions with the largest and smallest number of hospitals are, respectively, the North West including 22 hospitals, and the East Midlands and the North East with 8 hospitals. On the basis of the quartile division, a T&O department is categorised as small if it has less than 46 specialty beds, medium if between 46 and 61 beds, large if between 62 and 79 beds, and very large if it has more than 79 beds. The three specialist orthopaedic hospitals fall into the very large group. The MFF index is on average greater in specialist orthopaedic hospitals compared to T&O departments (1.085 vs. 1.075). A doctor working in T&O earns on average approximately £86,000. Doctors in specialist orthopaedic hospitals are paid 5.6% more, on average, than doctors in T&O departments.Table 2Descriptive statistics of variables measured at hospital trust levelVariable at hospital trust levelAll hospitalsSpecialist hospitalsGeneral hospitalsMeanSDMinMaxMeanSDMinMaxMeanSDMinMaxSpecialist orthopaedic hospital0.0220.148011.0000.000110.0000.00000Market forces factor1.0760.0641.0031.2981.0850.0821.0321.1801.0750.0631.0031.298Salary of doctors (£10,000)8.6640.7446.59610.0609.1340.2938.7979.3248.6530.7496.59610.060Teaching hospital0.1790.385010.0000.000000.1830.38801Foundation hospital0.5970.492010.6670.577010.5950.49301Small department0.2010.403010.0000.000000.2060.40601Medium department0.2840.452010.0000.000000.2900.45601Large department0.2540.437010.0000.000000.2600.44001Very large department0.2610.441011.0000.000110.2440.43101Average health change after hip replacement0.4250.0280.3110.4760.4420.0330.4100.4760.4250.0280.3110.474Average health change after knee replacement0.3150.0280.2150.3960.3170.0250.2880.3320.3150.0280.2150.396London0.1120.316010.3330.577010.1070.31001East Midlands0.0600.238010.0000.000000.0610.24001East of England0.1270.334010.0000.000000.1300.33701North East0.0600.238010.0000.000000.0610.24001North West0.1640.372010.0000.000000.1680.37501South East0.1490.358010.0000.000000.1530.36101South West0.1120.316010.0000.000000.1150.32001West Midlands0.1190.325010.6670.577010.1070.31001Yorkshire and The Humber0.0970.297010.0000.000000.0990.30001Number of trusts1343131

Of all NHS patients treated in the T&O specialty, 9.5% received a hip replacement and 6.7% underwent a knee replacement. Specialist orthopaedic hospitals have a higher average health gain for hip (0.442 vs. 0.425) and knee (0.317 vs. 0.315) replacement.

Results {#Sec6}
=======

Table [3](#Tab3){ref-type="table"} provides the estimation results of models I, II, and III for *inlier* and *per diem* unit costs when all admission types are included in the sample. Recall that unit costs are in logs. The specialist orthopaedic hospital dummy's estimated coefficient is positive and statistically significant at 5% level in models I and II but it is insignificant in model III for the *inlier* unit costs. It is always negative but statistically insignificant in the regressions for the *per diem* unit costs. Specialist orthopaedic hospitals and T&O departments in general hospitals have therefore statistically different costs for the *inlier* activity but statistically similar costs for the *excess bed day* activity. The first column of Table [3](#Tab3){ref-type="table"} shows the estimates of model I in Eq. ([9](#Equ9){ref-type=""}), indicating raw differences in unit costs between specialist orthopaedic hospitals and T&O departments. Specialist orthopaedic hospitals have on average \[exp(0.149) − 1 =\][16](#Fn16){ref-type="fn"} 16.1% higher *inlier* unit costs. In contrast, they have on average 14.4% lower *per diem* unit costs, but this result is not statistically significant.Table 3Estimation results when all admission types are includedRegressorInlierPer diemModel IModel IIModel IIIModel IModel IIModel IIISpecialist orthopaedic hospital0.149\*\*0.185\*\*0.149− 0.156− 0.276− 0.140(0.059)(0.076)(0.097)(0.187)(0.196)(0.204)Market forces factor0.845\*\*\*0.928\*\*0.3530.485(0.213)(0.460)(0.381)(1.228)Proportion of specialised services0.012\*\*0.010\*0.0030.003(0.005)(0.006)(0.003)(0.003)Proportion of males− 0.00009− 0.0004(0.000)(0.001)Age− 0.015\*\*\*− 0.006(0.004)(0.006)Age (squared)0.0001\*\*\*0.0001\*(0.000)(0.000)Deprivation index− 0.000003− 0.000007(0.000)(0.000)Number of diagnoses0.037\*\*\*− 0.031\*(0.010)(0.018)Number of procedures0.024\*\*\*− 0.017(0.007)(0.012)Salary of doctors0.003− 0.041(0.021)(0.040)Teaching trust0.057\*0.097(0.034)(0.076)Foundation trust− 0.049\*0.011(0.026)(0.059)Medium department− 0.019− 0.068(0.035)(0.081)Large department− 0.0210.002(0.032)(0.083)Very large department0.022− 0.117(0.034)(0.077)Average health change after hip replacement0.952\*− 1.896\*(0.523)(1.081)Average health change after knee replacement− 0.4140.468(0.465)(1.177)Constant6.625\*\*\*6.429\*\*\*(0.608)(1.607)HRG fixed effectsNOYESYESNOYESYESRegional fixed effectsNONOYESNONOYESObservations79,06979,06979,06916,09816,09816,098Adjusted*R*^2^0.0010.7970.8050.0050.0740.157Standard errors are clustered at hospital trust level and are reported in parentheses\*\*\**p* value \< 0.01, \*\**p* value \< 0.05, \**p* value \< 0.1

Model II in Eq. ([10](#Equ10){ref-type=""}) provides estimates of differences in unit costs after accounting for differences in revenue by subtracting tariffs (HRG fixed effects) and by accounting for tariff adjustments (MFF and specialised services top-ups). The specialist orthopaedic hospital dummy's estimated coefficient therefore can be interpreted as the difference in profit margins between specialist orthopaedic hospitals and T&O departments.[17](#Fn17){ref-type="fn"} Specialist orthopaedic hospitals have on average 20.3% lower *inlier* profit margins. A percentage point increase in the proportion of specialised services raises *inlier* unit costs by 1.2%. A standard deviation increase in the MFF (0.064) is associated with an increase in *inlier* unit costs of 5.6%.

With model III in Eq. ([11](#Equ11){ref-type=""}), we investigate whether differences in profit margins can be explained by patient and hospital characteristics. The differences in *inlier* and *per diem* unit costs ($\documentclass[12pt]{minimal}
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                \begin{document}$$\hat{\beta }$$\end{document}$) are both statistically insignificant, as are the variables capturing hospital characteristics. Instead, patient characteristics measuring age and number of diagnoses and procedures are significant at 1% level in explaining the differences in *inlier* (but not *per diem*) profit margins between specialist orthopaedic hospital and T&O departments.[18](#Fn18){ref-type="fn"} Age and *inlier* unit costs have a quadratic relationship so that unit costs decrease up to 75 years (− 0.015/(2 × 0.0001)) and increase above that. At the sample mean of 54.7 years, one more year decreases*inlier* unit costs by 0.4% (− 0.015 + 2 × 0.0001 × 54.7). An additional diagnosis or procedure raises *inlier* unit costs by 3.8% or 2.4%, respectively. We extend model III by adding interactions between all control variables. We find that differences in both *inlier* and *per diem* profit margins between specialist orthopaedic hospitals and T&O departments remain statistically insignificant (see Table [10](#Tab10){ref-type="table"} in the \"[Appendix 3](#Sec11){ref-type="sec"}\").[19](#Fn19){ref-type="fn"}

So far, we have presented our findings on specialist orthopaedic hospitals for *inlier* and *excess bed day* hospital activity, separately. Table [4](#Tab4){ref-type="table"} reports the *overall* percentage change in unit costs ($\documentclass[12pt]{minimal}
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                \begin{document}$$\tilde{\beta }$$\end{document}$) between specialist orthopaedic hospitals and T&O departments for each admission type.[20](#Fn20){ref-type="fn"} The *overall* percentage change is calculated as the sum of *inlier* and *per diem* percentage changes in unit costs or profit margins. The first column shows the percentage changes derived from model I. The *overall* unit costs are not statistically different between specialist orthopaedic hospitals and T&O departments. In model II, when hospital revenues are taken into account, specialist orthopaedic hospitals have on average 13% lower *overall* profit margins than T&O departments at 1% of statistical significance (see footnote 17 for details on the interpretation). Model III shows that the *overall* profit margins in specialist orthopaedic hospitals are no longer significantly different from those in T&O departments after controlling for some key determinants including patient characteristics such as proportion of males, age, socio-economic status, number of diagnoses and procedures, and hospital characteristics such as salary of doctors, hospital type, specialty size, quality, and other regional differences. Table 4Differences in unit costs between specialist orthopaedic hospitals and T&O departments in general hospitalsInpatient activityModel IModel IIModel IIIAll admission types Overall^a^0.1140.135\*\*\*0.116(0.157)(0.000)(0.466) Inlier0.161\*\*0.203\*\*0.161(0.013)(0.016)(0.125) Per diem− 0.144− 0.241− 0.131(0.408)(0.161)(0.494)Elective Overall^a^0.254\*\*\*0.226\*\*\*0.204\*\*(0.000)(0.000)(0.026) Inlier0.311\*\*\*0.282\*\*\*0.249\*\*\*(0.000)(0.000)(0.000) Per diem− 0.225− 0.248− 0.176(0.195)(0.175)(0.243)Long non-elective Overall^a^0.601\*\*\*0.389\*\*\*0.403\*(0.000)(0.000)(0.076) Inlier0.741\*0.499\*\*\*0.486\*\*\*(0.064)(0.004)(0.003) Per diem− 0.140− 0.192− 0.033(0.395)(0.196)(0.864)Short non-elective0.2930.3200.369\*(0.101)(0.147)(0.099)Day case− 0.0710.029− 0.018(0.731)(0.887)(0.924)^a^Standard errors are bootstrapped using 1000 replications*p* value in parentheses; \*\*\**p* value \< 0.01, \*\**p* value \< 0.05, \**p* value \< 0.1

Sensitivity analysis {#Sec7}
--------------------

As a sensitivity analysis, we estimate the same three models for each admission type. The lower panel of Table [4](#Tab4){ref-type="table"} (second column) shows that statistically significant lower *overall* profit margins in specialist orthopaedic hospitals are found for elective (22.6%) and long non-elective activity (38.9%), but not for short non-elective and day case activity.

Finally, estimation of model IV including hospital fixed effects in Eq. ([12](#Equ12){ref-type=""}) suggests wide variation in *overall* (*inlier*) profit margins across hospitals in our sample, from 37.5% (38.6%) below the average to 38% (40.6%) above the average. Figure [2](#Fig2){ref-type="fig"} indicates that 45 hospitals, i.e., about a third, have significantly lower *overall* profit margins compared to the average profit margins, and 42 have significantly higher *overall* profit margins.[21](#Fn21){ref-type="fn"} None of the three specialist orthopaedic hospitals have *overall* or *inlier* profit margins significantly above the average. In particular, as shown in Table [5](#Tab5){ref-type="table"}, the *overall* profit margins of the Robert Jones and Agnes Hunt orthopaedic hospital (− 19.9%) and the Royal orthopaedic hospital (− 35.2%) are significantly below the average.[22](#Fn22){ref-type="fn"} The Royal National Orthopaedic Hospital has instead average *overall* profit margins. The latter finding is driven by higher profit margins on day case activity (40.6%).Fig. 2Distribution of *overall* and *inlier* profit marginsTable 5Specialist orthopaedic hospitals' *overall* profit marginsSpecialist orthopaedic hospitalAll admission types (%)Day case (%)Elective (%)Short non-electiveLong non-elective (%)Royal National Orthopaedic Hospital NHS Trust0.040.6\*− 30.5\*− 79.4\*− 80.5\*Robert Jones and Agnes Hunt Orthopaedic Hospital NHS Foundation Trust− 19.9\*− 21.5\*− 18.0\*4.2 − 4.8Royal Orthopaedic Hospital NHS Foundation Trust− 35.2\*− 29.5\*− 29.0\*− 69.0 \*− 30.6\*\* Significantly different from the average hospital at 5%

Discussion and conclusions {#Sec8}
==========================

The English NTPS is used to reimburse hospitals according to the amount and mix of activity that they undertake. Like most PPSs, there is a recognition that HRGs imperfectly account for all patient or exogenous hospital characteristics that might influence costs \[[@CR35], [@CR36]\]. As such, payment adjustments include top-ups to the tariff if patients received particular specialised care and payment corrections allow for differential costs of labour and capital across the country. These refinements help ensure a fair reimbursement system that rewards hospitals according to the care that they provide, not the advantageous circumstances in which they might operate \[[@CR5], [@CR37]\].

Given these payment adjustments, hospitals that provide care at a cost below tariff should be more profitable. Arguably specialist hospitals should be in a strong position to benefit financially from these arrangements. By focussing on a limited set of services they should be able to better exploit informational or organisational advantages associated with specialisation. Such advantages derive from concentrating on a specific, defined caseload that enhances learning-by-doing and attracts staff with particular expertise and more easily allows efficient practice in care delivery to be identified and operationalised \[[@CR13]\].

If these advantages obtain we would expect specialist hospitals to earn higher profits than general hospitals that undertake similar activities. The evidence provided in this study does not support this claim. We have analysed the costs and revenues associated with delivery of trauma and orthopaedic services in all three specialist orthopaedic hospitals and 131 T&O departments in general hospitals in England. We find that, compared to the national average, profit margins are 13% lower in the three specialist orthopaedic hospitals. Profits are statistically significantly lower across all patients that have at least one overnight stay, either elective or non-elective.

These lower profits are not due simply to patients in specialist hospitals requiring long lengths of stay or specialist care. Payment arrangements allow for this possibility through *excess bed day* payments and tariff top-ups for specialised treatments, and we account for these revenue adjustments in our analysis. Nor does it appear that differences can be explained by the characteristics of the hospitals such as their teaching and foundation status or geographical location, nor by the number of the T&O patients treated, nor by variation in doctors' salaries, nor by the quality of care as captured by PROMs for two high-volume orthopaedic procedures such as hip and knee replacement. Lower profits are observed even after these potential explanatory factors are taken into account.

Instead, we find that lower profit margins in specialist orthopaedic hospitals are explained by patient characteristics such as age and severity as captured by the number of diagnoses and procedures. This means that although hospital payments are based on a detailed patient classification system (HRG) and on adjustments for the higher cost of specialised care, providers that generally attract more complex patients such as specialist orthopaedic hospitals may be financially disadvantaged. That said, being part of a general hospital does not guarantee better financial performance with 33% of the T&O departments also making a loss.

Our study has three main limitations. First, our sample includes only three specialist orthopaedic hospitals. Such a small number of specialist orthopaedic hospital trusts, however, is not the result of sample selection but reflects the reality that there are only three specialist orthopaedic hospital trusts in the English NHS. Specialist hospitals are few and far between in many countries. Hence, we believe that our analysis is appropriate and generally applicable. Moreover, although we are limited by the actual number of hospitals, we analyse hundreds of HRGs for each specialist hospital and we investigate heterogeneity across the three hospitals in model IV using hospital fixed effects. This model shows that two of the three specialist hospitals make a loss and none of them makes a profit, which confirms that specialist orthopaedic hospitals are in a relatively weak financial position.

Second, our estimated tariffs may not be identical to current tariffs, i.e., the actual tariffs that hospitals receive in 2013/14. We compute tariffs by including in our models (II, III, or IV) the HRG fixed effects, which capture the unit cost of each HRG averaged across hospitals. This reflects the methodology used to compute current tariffs but, in practice, current tariffs are based on cost data lagged by 3 years in order to ensure data accuracy and stakeholder engagement in their calculation \[[@CR21]\]. To account for the time lag, the current tariffs' methodology adjusts for inflation and efficiency trends. We therefore argue that tariffs estimated through our methods are a reasonable approximation to current tariffs.

Finally, PROMs are currently available only for two orthopaedic procedures such as hip and knee replacements. These procedures are, however, the most common in T&O departments: of all NHS patients treated in the T&O specialty, 9.5% receive a hip replacement and 6.7% undergo a knee replacement. We therefore argue that hip and knee replacements are indicative of departmental performance.

Future research may be required before a definitive recommendation about whether profit margins differ in trauma and orthopaedic services across general and specialised hospitals. But we have set out a methodology that can be applied to other types of hospital service and in other settings, to investigate the extent to which differences in costs between groups of hospitals are adequately covered by prospective payment systems.

Appendix 1: estimation of the salary of doctors {#Sec9}
===============================================

We assume that the salary of doctors follows a s-shape function depending on age, minimum and maximum salary. This means that salary rises with increasing returns in the first half of the working life, and it goes up with decreasing returns during the second half. In symbols, we estimate the salary as follows:$$\documentclass[12pt]{minimal}
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Appendix 2: descriptive statistics by admission type {#Sec10}
====================================================

See Tables [6](#Tab6){ref-type="table"} and [7](#Tab7){ref-type="table"}.Table 6Descriptive statistics for day case and elective activityVariable at HRG levelAll hospitalsSpecialist hospitalsGeneral hospitalsMeanSDMeanSDMeanSDDay case Inlier unit cost140887614929731406872 Number of patients (FCEs)266733772566 Number of specialised services0.070.750.433.100.060.52 Proportion of specialised services (%)0.21.80.64.20.21.6 Proportion of males (%)49.819.548.622.549.819.4 Age49.617.244.217.349.817.1 Deprivation index16,039476916,140386816,0364795 Number of diagnoses3.7181.7043.9831.9263.7091.695 Number of procedures3.4491.6304.0411.7293.4301.623 Number of HRGs509239490 Observations14,18144113,740Elective Inlier  Inlier unit cost368036205978880835863200  Number of patients (FCEs)164223581541  Number of specialised services0.070.940.614.060.050.47  Proportion of specialised services (%)0.22.31.26.30.21.9  Proportion of males (%)48.919.549.426.348.919.2  Age54.616.947.617.954.816.8  Deprivation index16,080480716,368464816,0684813  Number of diagnoses4.6442.3694.9082.6404.6332.357  Number of procedures3.5161.9014.1952.2883.4881.879  Number of HRGs730350696  Observations18,17971617,463Excess bed day  Per diem unit cost3588975633450344245  Number of excess bed days193449921725  Number of specialised services0.241.911.656.660.140.88  Proportion of specialised services (%)0.42.92.59.00.31.8  Proportion of males (%)46.714.446.618.146.714.1  Age56.213.348.916.356.712.9  Deprivation index16,235435016,557376216,2134386  Number of diagnoses4.3432.0764.8072.4944.3122.041  Number of procedures3.6561.8384.4162.2633.6051.795  Number of HRGs313151282  Observations40872573830Table 7Descriptive statistics for short non-elective and long non-elective activityVariable at HRG levelAll hospitalsSpecialist hospitalsGeneral hospitalsMeanSDMeanSDMeanSDShort non-elective Inlier unit cost125313812154341212481358 Number of patients (FCEs)61221612 Number of specialised services0.030.390.201.930.030.36 Proportion of specialised services (%)0.10.90.43.80.10.8 Proportion of males (%)49.518.650.021.949.518.6 Age52.720.847.816.852.720.8 Deprivation index15,908484315,869463415,9084845 Number of diagnoses4.8402.5624.4902.1964.8422.564 Number of procedures2.4661.9073.6562.1152.4591.903 Number of HRGs83997836 Observations19,52311919,404Long non-elective Inlier  Inlier unit cost4720424110,18112,15046614035  Number of patients (FCEs)81733818  Number of specialised services0.040.761.316.280.030.37  Proportion of specialised services (%)0.11.71.98.40.11.4  Proportion of males (%)48.620.549.422.648.520.4  Age58.918.751.415.759.018.7  Deprivation index15,902503516,529424015,8955043  Number of diagnoses5.9332.9475.5472.7705.9372.949  Number of procedures3.0352.4584.2352.4033.0222.456  Number of HRGs10221751020  Observations27,18628826,898Excess bed day  Per diem unit cost286162247148287162  Number of excess bed days233635532336  Number of specialised services0.071.022.619.250.040.40  Proportion of specialised services (%)0.11.63.210.80.11.1  Proportion of males (%)46.916.849.618.146.816.8  Age58.416.449.815.958.516.4  Deprivation index15,983463316,370335315,9794643  Number of diagnoses5.3522.6255.1262.5125.3542.626  Number of procedures2.9922.1514.2962.2762.9792.146  Number of HRGs64786643  Observations12,01111611,895

Appendix 3: additional sensitivity analysis {#Sec11}
===========================================

See Tables [8](#Tab8){ref-type="table"}, [9](#Tab9){ref-type="table"}, [10](#Tab10){ref-type="table"} and [11](#Tab11){ref-type="table"}.Table 8Stepwise regression analysis in model III for *inlier* unit costsRegressorInlier(1)(2)(3)(4)(5)(6)(7)(8)Specialist orthopaedic hospital0.1470.199\*\*0.200\*\*0.178\*\*0.181\*\*0.159\*0.165\*0.170\*(0.099)(0.085)(0.085)(0.089)(0.083)(0.095)(0.086)(0.091)Market forces factor0.810\*0.947\*\*0.945\*\*0.875\*\*1.043\*\*0.927\*\*1.027\*\*1.036\*\*(0.450)(0.441)(0.441)(0.435)(0.469)(0.459)(0.468)(0.463)Proportion of specialised services0.010\*0.011\*\*0.011\*\*0.010\*0.010\*0.010\*0.010\*0.011\*\*(0.005)(0.005)(0.005)(0.006)(0.006)(0.006)(0.006)(0.005)Proportion of males0.000050.0004− 0.0001− 0.0001− 0.00004− 0.00020.0004(0.000)(0.000)(0.000)(0.000)(0.000)(0.000)(0.000)Age− 0.015\*\*\*− 0.013\*\*\*− 0.013\*\*\*− 0.014\*\*\*− 0.014\*\*\*(0.004)(0.004)(0.004)(0.004)(0.004)Age (squared)0.00008\*\*0.00007\*0.00008\*0.00009\*\*0.0001\*\*(0.000)(0.000)(0.000)(0.000)(0.000)Deprivation index− 0.000003− 0.000004− 0.000003− 0.000004− 0.000004(0.000)(0.000)(0.000)(0.000)(0.000)Number of diagnoses0.041\*\*\*0.042\*\*\*0.033\*\*\*(0.011)(0.010)(0.010)Number of procedures0.028\*\*\*0.032\*\*\*0.027\*\*\*(0.007)(0.008)(0.007)Salary of doctors− 0.001− 0.001− 0.001− 0.00060.003− 0.00070.003(0.021)(0.021)(0.020)(0.020)(0.021)(0.020)(0.021)Teaching trust0.081\*\*0.081\*\*0.070\*\*0.066\*0.058\*0.063\*0.066\*(0.036)(0.037)(0.036)(0.035)(0.034)(0.035)(0.035)Foundation trust− 0.063\*\*− 0.063\*\*− 0.060\*\*− 0.058\*\*− 0.050\*− 0.055\*\*− 0.052\*\*(0.026)(0.026)(0.026)(0.026)(0.026)(0.026)(0.026)Medium department− 0.007− 0.007− 0.013− 0.021− 0.017− 0.022− 0.015(0.035)(0.035)(0.035)(0.036)(0.035)(0.036)(0.035)Large department− 0.013− 0.013− 0.018− 0.021− 0.021− 0.021− 0.018(0.034)(0.034)(0.033)(0.033)(0.032)(0.033)(0.033)Very large department0.0260.0260.0220.020.0230.0190.024(0.034)(0.034)(0.034)(0.035)(0.034)(0.034)(0.034)Average health change after hip replacement0.8250.8250.8470.890.952\*0.900\*0.936\*(0.554)(0.553)(0.546)(0.546)(0.524)(0.540)(0.531)Average health change after knee replacement− 0.519− 0.515− 0.485− 0.373− 0.453− 0.332− 0.402(0.474)(0.474)(0.477)(0.476)(0.467)(0.473)(0.466)Constant7.100\*\*\*6.372\*\*\*6.356\*\*\*6.913\*\*\*6.697\*\*\*6.681\*\*\*6.618\*\*\*5.979\*\*\*(0.553)(0.589)(0.592)(0.589)(0.607)(0.603)(0.611)(0.612)HRG fixed effectsYESYESYESYESYESYESYESYESRegional fixed effectsYESYESYESYESYESYESYESYESStandard errors are clustered at hospital trust level and are reported in parentheses\*\*\**p* value \< 0.01, \*\**p* value \< 0.05, \**p* value \< 0.1Table 9Stepwise regression analysis in model III for *per diem* unit costsRegressorPer diem(1)(2)(3)(4)(5)(6)(7)(8)Specialist orthopaedic hospital− 0.131− 0.107− 0.131− 0.123− 0.102− 0.101− 0.096− 0.112(0.304)(0.295)(0.304)(0.306)(0.278)(0.282)(0.278)(0.278)Market forces factor0.4900.9100.4970.5291.2391.2461.2341.133(1.274)(1.144)(1.271)(1.244)(1.357)(1.334)(1.356)(1.371)Proportion of specialised services0.0000.0010.0000.0000.0010.0010.0010.000(0.004)(0.004)(0.004)(0.004)(0.004)(0.004)(0.004)(0.004)Proportion of males− 0.0007− 0.0009− 0.0006− 0.0005− 0.0005− 0.0005− 0.001(0.001)(0.001)(0.001)(0.001)(0.001)(0.001)(0.001)Age− 0.011− 0.010− 0.011− 0.011− 0.010(0.013)(0.014)(0.014)(0.013)(0.014)Age (squared)0.0000.0000.0000.0000.000(0.000)(0.000)(0.000)(0.000)(0.000)Deprivation index− 0.000010− 0.00002\*− 0.00002\*− 0.00002\*− 0.00002(0.000)(0.000)(0.000)(0.000)(0.000)Number of diagnoses0.006− 0.0020.002(0.029)(0.029)(0.029)Number of procedures− 0.022− 0.012− 0.018(0.021)(0.021)(0.020)Salary of doctors− 0.068− 0.068− 0.068− 0.065− 0.065− 0.065− 0.065(0.049)(0.049)(0.049)(0.047)(0.047)(0.047)(0.047)Teaching trust0.0140.0150.0200.0060.0060.007− 0.001(0.087)(0.087)(0.089)(0.089)(0.091)(0.090)(0.090)Foundation trust0.0450.0450.0450.0520.0510.0500.050(0.071)(0.071)(0.070)(0.070)(0.068)(0.070)(0.069)Medium department− 0.065− 0.064− 0.061− 0.095− 0.095− 0.095− 0.098(0.088)(0.088)(0.089)(0.096)(0.096)(0.096)(0.096)Large department0.0690.070.0730.0570.0570.0570.052(0.094)(0.094)(0.097)(0.099)(0.099)(0.099)(0.098)Very large department− 0.036− 0.036− 0.032− 0.043− 0.043− 0.043− 0.048(0.092)(0.092)(0.092)(0.090)(0.091)(0.090)(0.092)Average health change after hip replacement− 0.225− 0.222− 0.228− 0.031− 0.036− 0.028− 0.020(1.275)(1.274)(1.276)(1.282)(1.283)(1.280)(1.283)Average health change after knee replacement0.9360.9240.8951.3921.3971.3751.382(1.211)(1.215)(1.222)(1.255)(1.267)(1.255)(1.275)Constant5.539\*\*\*4.979\*\*\*5.568\*\*\*5.732\*\*\*4.810\*\*\*4.810\*\*\*4.863\*\*\*4.854\*\*(1.744)(1.350)(1.752)(1.647)(1.753)(1.754)(1.759)(1.922)HRG fixed effectsYESYESYESYESYESYESYESYESRegional fixed effectsYESYESYESYESYESYESYESYESStandard errors are clustered at hospital trust level and are reported in parentheses\*\*\**p* value \< 0.01, \*\**p* value \< 0.05, \**p* value \< 0.1Table 10Analysis of interactions between covariates in model IIIRegressorInlierPer diemSpecialist orthopaedic hospital0.083− 0.146 (1) Market forces factor− 6.022− 1.440 (2) Proportion of specialised services− 0.198\*− 0.054 (3) Proportion of males− 0.005− 0.012 (4) Age0.044− 0.004 (5) Age (squared)− 0.001\*\*\*0.000 (6) Deprivation index0.0000.000 (7) Number of diagnoses0.1160.064 (8) Number of procedures− 0.1230.022 (9) Salary of doctors− 0.614− 1.054 (10) Teaching trust− 1.071− 1.821 (11) Foundation trust− 0.712− 2.798\*\*\* (12) Medium department0.1004.843\*\*\* (13) Large department1.1502.900 (14) Very large department1.0994.579\*\* (15) Average health change after hip repl.0.65613.009 (16) Average health change after knee repl.− 0.082− 27.838Interactions (1) × (2)0.150\*\*(4) × (10)0.010\*\* (3) × (2)0.0002\*\*(6) × (2)0.000002\*\*\* (3) × (9)− 0.001\*\*(6) × (13)− 0.00002\*\* (5) × (11)0.0001\*\*(6) × (14)− 0.00005\*\*\* (5) × (4)0.00001\*\*\*(6) × (15)0.001\*\*\* (7) × (2)− 0.003\*\*(7) × (2)0.002\*\* (7) × (3)− 0.0004\*\*(7) × (5)− 0.00004\*\* (8) × (11)0.026\*\*(8) × (11)0.029\*\*\* (8) × (4)− 0.003\*\*\*(11) × (9)− 0.167\*\* (8) × (5)0.00003\*\*\*(12) × (1)− 3.635\*\*\* (13) × (11)− 0.184\*\*\*(13) × (11)0.398\*\*\* (14) × (2)0.028\*\*\*(14) × (1)− 3.815\*\*\* (15) × (2)− 0.18\*\*(15) × (12)− 5.829\*\* (15) × (11)2.199\*\*(16) × (9)3.314\*\*\* (15) × (12)− 2.634\*\*(16) × (11)8.573\*\*\* (15) × (14)3.088\*\*(16) × (12)5.422\*\* (16) × (14)− 3.108\*\*Constant13.516\*\*12.454HRG fixed effectsYESYESRegional fixed effectsYESYESAdjusted *R*^2^0.8140.307Interactions not significant at 1% or 5% level are not reportedStandard errors are clustered at hospital trust level\*\*\**p* value \< 0.01, \*\**p* value \< 0.05, \**p* value \< 0.1Table 11Results for model V that includes hospital random effectsRegressorInlierPer diemSpecialist orthopaedic hospital0.122− 0.201(0.342)(0.288)Market forces factor0.4280.049(0.651)(1.488)Proportion of specialised services0.014\*0.002(0.008)(0.003)Proportion of males− 0.0006− 0.0003(0.000)(0.001)Age− 0.018\*\*\*− 0.006(0.004)(0.006)Age (squared)0.0001\*\*\*0.00008(0.000)(0.000)Deprivation index− 0.000001− 0.000003(0.000)(0.000)Number of diagnoses0.040\*\*\*− 0.016(0.012)(0.012)Number of procedures0.013− 0.015\*(0.009)(0.008)Salary of doctors0.008− 0.044(0.030)(0.048)Teaching trust0.0760.108(0.051)(0.086)Foundation trust− 0.0520.03(0.037)(0.071)Medium department0.006− 0.063(0.051)(0.090)Large department− 0.0150.041(0.047)(0.098)Very large department0.008− 0.121(0.049)(0.088)Average health change after hip replacement1.345\*− 2.202(0.768)(1.361)Average health change after knee replacement− 0.1370.003(0.691)(1.389)Constant− 0.050\*\*\*− 0.024(0.018)(0.031)Hospital random effectsYESYESHRG fixed effectsYESYESRegional fixed effectsYESYESMaximum likelihood estimation. For ease of computation, we control for the HRG fixed effects using the Frisch--Waugh--Lovell transformationClustered standard errors are bootstrapped with 1000 repetitions and are reported in parentheses\*\*\**p* value \< 0.01, \*\**p* value \< 0.05, \**p* value \< 0.1

There are specialist hospitals in Europe \[[@CR4], [@CR6]\], America \[[@CR7], [@CR8]\], Asia \[[@CR9]\], India \[[@CR10]\], and Africa \[[@CR11]\].

More than 60% of hospital income comes from the NTPS. The remaining part is agreed in the NHS standard contract on the basis of actual activity \[[@CR19]\].

The trim point is the maximum expected length of stay for a patient falling under a specific HRG. It is defined by the Department of Health in order to identify unusually long lengths of stay and statistical outliers \[[@CR21]\].

At the time of our study, top-ups were paid for children's, orthopaedic, spinal, and neurosciences specialised services. While all hospitals can obtain the top-up for specialised orthopaedic services, top-ups for the other specialised services are paid to a restricted number of eligible providers.

In the English NHS, a hospital trust or acute trust is an authority that provides secondary health care services through one or more acute hospitals.

The number of patients is expressed by the number of finished consultant episodes (FCEs). A FCE is a hospital episode for a patient under the care of an individual consultant.

To illustrate this point, suppose that a specialist orthopaedic hospital *s* and a T&O department in general hospital *g* have the same volume of patients and excess bed days ($\documentclass[12pt]{minimal}
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We take the logarithm to improve model fit, since unit costs are left-skewed. All estimated coefficients are therefore interpreted as semi-elasticities.

The computation of the *overall* profitability for model IV in Eq. ([12](#Equ12){ref-type=""}) differs from the computation described in Eq. ([13](#Equ13){ref-type=""}). It becomes $\documentclass[12pt]{minimal}
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Unlike elective and day case patients, the admission of non-elective patients is unplanned. Day case and short non-elective patients do not have an overnight stay in hospital, while elective and long non-elective patients have at least one overnight stay.

10 T&O departments in general hospitals did not report data on PROMs for hip or knee replacement and they are, therefore, dropped from the sample.

We count specialised services following the rules defined in the Prescribed Specialised Services, and not the criteria specified in the Specialised Services National Definition Sets. We use the overall Index of Multiple Deprivation (IMD) as a measure of socio-economic status. This index is constructed through the combination of seven IMD domains such as income, employment, health deprivation and disability, education, skills and training, barriers to housing and services, crime, and living environment. A value of one indicates extreme deprivation while 32,482 indicates no deprivation.

The salary of a doctor employed in the T&O specialty is estimated through a s-shape function of age, minimum and maximum salary. Further details are provided in the \"[Appendix 1](#Sec9){ref-type="sec"}\".

More precisely, the risk-adjustment methodology comprises three steps. The first step consists of estimating a generalised least-square fixed-effects model in which the dependent variable is the post-surgery EQ-5D score of each patient, the covariates are pre-surgery EQ-5D score, patient characteristics (e.g., gender, age, ethnicity), economic deprivation, comorbidity, procedure and post-operative length of stay. This regression also controls for unobserved hospital heterogeneity through fixed effects. In the second step, the model is used to estimate predictions. The third step aggregates such predictions to obtain the adjusted average post-surgery EQ-5D score for each provider, from which the national average pre-surgery EQ-5D score is subtracted for the calculation of the adjusted average health gain.

Tables [6](#Tab6){ref-type="table"} and [7](#Tab7){ref-type="table"} in the \"[Appendix 2](#Sec10){ref-type="sec"}\" show descriptive statistics of the variables measured at HRG level for the sample with day case and elective observations, and short non-elective and long-non elective observations, respectively.

The exponential transformation is applied to all the figures reported in the text in this section. This explains the differences with the coefficients reported in Table [3](#Tab3){ref-type="table"}.

Recall that the unit cost is the dependent variable in model II (III or IV) while tariffs are on the right-hand side of the equation. Under such a regression design, *β* reflects the difference between unit costs and tariffs instead of the definition of profit margins, i.e., difference between tariffs and unit costs. To abide by the correct definition of profit margins, the interpretation of *β* must be reversed so that, for example, a positive estimate indicates lower profit margins in specialist orthopaedic hospitals relative to T&O departments in general hospitals.

To reinforce this finding, we provide the results of a stepwise regression in Table [8](#Tab8){ref-type="table"} in the \"[Appendix 3](#Sec11){ref-type="sec"}\". These results show that age, number of diagnoses, and procedures together drive the differences in *inlier* unit costs between specialist orthopaedic hospitals and T&O departments in general hospitals, with there being a seeming difference between the hospital types if any of these patient characteristics are omitted. Table [9](#Tab9){ref-type="table"} shows that differences between hospital types in *per diem* unit costs are always statistically insignificant whether or not patient characteristics are accounted for.

As a further robustness check, we estimate model V, which is akin to model III but also includes hospital random effects. Unlike the hospital fixed-effects model, the hospital random-effects model can be estimated when the specialist orthopaedic hospital dummy is included, although this requires the additional assumption that the covariates are uncorrelated with the HRG-invariant unobserved hospital heterogeneity. Table [11](#Tab11){ref-type="table"} in the \"[Appendix 3](#Sec11){ref-type="sec"}\" shows that the results for model V are very similar to those for model III.

Recall that the percentage change ($\documentclass[12pt]{minimal}
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We count only hospitals for which confidence intervals do not overlap the dashed horizontal line at zero, i.e., hospitals for which the deviation of profit margins from the mean is statistically different from zero.

Recall that *β*~*k*~ in model IV captures the deviation of hospital *k*'s profit margins from the mean profit margins: a positive *β*~*k*~ means that hospital *k*'s profit margins are lower than the mean, while a negative *β*~*k*~ suggests that hospital *k*'s profit margins are higher than the mean (see also footnote 17 for details on the interpretation). For ease of interpretation, we multiply the estimate of *β*~*k*~ by minus one and, therefore, the negative sign now indicates profit margins that are lower than the mean. All coefficients in Table [5](#Tab5){ref-type="table"} indicate the percentage change ($\documentclass[12pt]{minimal}
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The full-time equivalent ratio is the proportion of the total number of paid hours during a period over the number of working hours in that period.

We thank Katja Grašič for providing details on the proportion of patients that required specialised care and on patient characteristics. We have benefited from comments received at the 2016 White Rose Economics Ph.D. conference in York and the 2016 European Health Economics Association conference in Hamburg. We are also grateful to two anonymous referees. Francesco Longo was funded by the Economic and Social Research Council (Grant No. ES/J500215/1). The Hospital Episode Statistics are copyright© 2014, re-used with the permission of Health and Social Care Information Centre (since renamed NHS Digital) NHS Digital. All rights reserved. The authors have no conflicts of interest to declare.
